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PRICES AND THE INTERNATIONAL MOVEMENT 
OF SPECIE. 

I. The quantity-theory of money has been long relied on in 
the received explanations of international trade and values. If 
compelled to reject this theory, are we obliged to restate the 
principles of international economics ? While the quantity- 
theory is certainly incorrect, it does not follow, however, that 
the fundamental principles of international trade and values 
already accepted are unsound. 

International exchange has often afforded a means, in other 
problems, of disentangling the true from the factitious, because 
in its very nature it cannot be influenced by local or territorial 
conditions. The elements of domestic and foreign trade are the 
same; and the word "international," after all, is only a name 
for conditions of trade with regions (even within the same 
country) between which there is no free movement of labor and 
capital. 1 Therefore, the process of price-making in the interna- 
tional field may throw into isolated clearness the agencies which 
are likely, also, to be true of price-making in domestic trade. 

How are the prices of goods traded in, for instance, by Eng- 
land and the United States determined? If the quantity-theory 
has any universal validity as a general principle we should be 
obliged to apply it as follows : the quantity of money offered 
for goods is to be compared with the amount of transactions 
(rapidity of circulation both of money and of goods being 
allowed for). What, in this point of view, would be the quan- 
tity of money which could serve as a demand for the goods 
passing to and fro between England and America ? Is it the 
quantity of money in England, or that in the United States ? 
Or, is it the amount afloat which is carried back and forth ? Of 
course, no such absurd method of determining prices in inter- 
national trade has ever been, or could be, attempted. In the 

1 Cf. Cairnes, Leading Principles, etc., p. 306. 
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international field, of all places, goods (in order to obtain their 
prices) are not compared with any vague quantity of a medium 
of exchange ; inevitably the comparison is made between the 
particular goods and some accepted money-metal, like gold, in 
the weight of which the values of goods in different places and 
countries can be compared. The insufficiency of the quantity- 
theory, when applied to international trade, is too apparent to 
need statement ; yet one may doubt if it is any more absurd 
to try to compare the mass of goods with the media of exchange 
in international trade in order to determine their prices, than 
it is to apply that method of price-making to goods and the 
media of exchange within a country. Indeed, it is seen by 
most writers that the relative values of goods between different 
countries are fixed by reciprocal demand, held in at opposite 
limits by expenses of production ; a seller in one country will 
not sell below his necessary expenses of production, but he 
will sell for as much more as the reciprocal demand between 
foreign and domestic dealers will permit. The relative values of 
the goods being thus determined, what is the means of evalua- 
tion of these international goods in gold ? That it is not by 
comparison with the international media of exchange, must be 
at once admitted ; since it is almost universally acknowledged 
that exports pay for imports, and that it is a barter of goods 
against goods. In short, the general principles regulative of 
prices within a country are practically those which seem to be 
admitted to be in force in international price-making: given the 
world-value of gold (as determined by the world's demand and 
supply), goods are expressed in gold in proportion (cost of car- 
riage apart) to their relative expenses of production, modified 
by fluctuations of demand and supply. 

2. The quantity-theory, however, has been used in the study 
of international values in quite another form than that referred 
to above. In the historical development of thinking on inter- 
national trade and the movement of the precious metals, it will 
be remembered that the usually accepted exposition in general 
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treatises of political economy, with only few exceptions, even to 
the present day, conforms to the principles laid down by 
Ricardo (and later expanded by Mill). The theory of foreign 
exchanges, and the movement of exports and imports, in Ricar- 
do's system were intimately associated with the quantity- theory 
of money; hence its appearance in our latter-day thinking. In 
brief, the classical theory may be stated as follows : 

Starting with the trade between England and the United States 
in equilibrio, so that the exports exactly pay for the imports, and 
so that each country has that part of the money-metal in the world 
which is in the proportion of its transactions to those of other 
countries, suppose a new export from England to the United 
States of nitrate (due to discovery). The imports of American 
goods into England will no longer pay for the exports to the 
United States ; more bills of exchange on the United States are 
offered for sale in England, and the price of exchange goes to the 
shipping point, so that (provided the United States can sell Eng- 
land no additional merchandise, or securities, with which to pay 
for the new nitrate) specie is imported from the United States to 
England in an amount sufficient to pay for the new exports. 
This new supply of the money-metal, added to the circulation 
of England, would (according to the quantity-theory) raise the 
general level of prices in England. But the Uuited States, or 
any other country buying the new nitrate, would have lost 
specie, lowered the quantity of her circulation, and consequently 
caused a fall in general prices at home. Hence, goods, which 
before would not have been exported from the United States, 
could now, at the lowered prices, be marketed in England, where 
all prices have risen. Likewise, high general prices in England 
will tend to check her exports to the United States (and to 
other countries) . Thus forces are automatically set in motion, 
by the initial sending of specie, which will alter the relation of 
the amount of the exports and imports of England, until they 
again pay for each other. In the end, England has more specie 
than before, and other countries less; prices are slightly higher 
in England than before, and less in other countries. 
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3. Since it is our purpose to discuss the theory of prices, 
we must not be drawn off into any inquiry (no matter how 
tempting) into international values. 

The immediate question is the effect of the addition to, or 
the subtraction of, specie upon the levels of prices in the trading 
countries. There are evident difficulties in using the classical 
theory whenever we try to explain modern conditions. In the 
first place, the action of the international markets, with tele- 
graphic quotations from every part of the world, precludes 
the supposition that gold prices could in general remain on 
a higher level in one country than another (cost of carriage 
apart) even for a brief time. In the second place, one coun- 
try is trading with many other countries ; and even if that 
one received much gold, it would probably have come (even 
through some financial arbitrage center) from all the countries it 
traded with (in its new exports). Thus no fall of prices may take 
place in the importing countries, of such a nature that the inter- 
national movement of goods is needed to again bring about 
equilibrium. In the third place, the theory seems to regard 
the local value of gold as causing a change of prices within a 
country, while the value of gold is an affair of a world-demand and 
a world-supply. In the fourth place granting a world-value of 
gold, in which the comparative prices of goods are expressed, the 
reason for exporting or importing certain goods depends upon 
internal conditions touching expenses of production within a coun- 
try; that is, it is the relative expenses of production, and compara- 
tive prices, of goods within a country, and not the general level 
of prices, which causes international trade. To be sure, a fall 
of general prices might bring some new article so low that in 
comparison with some other, it might enter the international 
market. But, in any case, the change of price must be compara- 
tive, and not general ; and it must usually be in reverse order to 
the comparative prices in other countries, so that the direct 
comparison between the price of a particular commodity desired 
for export must show an absolutely lower quotation (exceeding 
cost of carriage) than the same article in the country by which 
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it is imported. 1 Hence, the causes permitting a new export are 
individual and not general ; are due to relative expenses of pro- 
duction or to changes in relative demand and supply, and not to 
a general change of prices ; and they are really antecedent to any 
movement of specie. In the fifth place, it does not at all follow 
that the importation of the money-metal, which is used as the 
standard of prices in the importing country (the same which 
may have sent out the nitrate, or any new export) will pass into 
use as a medium of exchange, and, by being offered against 
goods, will raise general prices ; and yet, according to the usual 
statement of the quantity-theory, this is the only way in which 
the imported specie can affect prices. 

It is interesting to note that Mr. Nicholson, who, in his spe- 
cial discussions on money, has strongly supported the quantity- 
theory, is quite ready to throw it overboard in his treatment of 
international values. He finds it impossible to accept the clas- 

1 Mr. Nicholson has seen the truth that the readjustment of exports and imports is 
not produced by the operation of a general rise, or fall, of prices and shows the 
reductio ad absurdum in this passage of Mill : " It is no sufficient ground of apprehen- 
sion to the English producers to find that some other country can sell cloth in foreign 
markets at some particular time a trifle cheaper than they can themselves afford to do 
in the existing state of prices in England. Suppose them to be temporarily unsold, 
and their exports diminished ; the imports will exceed the exports, there will be a 
new distribution of 'the precious metals, prices will fall, and as all the money expenses 
of the English producers will be diminished, they will be able (if the case fall short 
of that stated in the preceding paragraph) again to compete with their rivals." — Mill 
B. Ill, chap, xxv, § i. [The italics are Mr. Nicholson's.] That foreign cloth may 
for a time undersell English cloth, owing to various temporary conditions, every 
one will admit, and also that the English exporters may again recover their mar- 
kets when these conditions have passed away, but to suppose that the recovery 
will take place by a general fall in the level of prices in England through the export 
of the precious metals in lieu of cloth is to mistake altogether the influence of general 
and special causes on prices. It is easy to bring the issue to a reductio ad absurdum. 
Suppose at the same time that the price of English cloth is above that of foreign cloth, 
the English and foreign prices of some other competing export, say linen, are exactly 
in the reverse position. In this case a balance will be due from England on account 
of the lessened export of cloth and to England on account of the lessened export of 
linen from foreign countries. As these debts will just cancel, no effect on general 
prices can take place, and the former condition of equilibrium could not be restored 
in the manner supposed. — Nicholson, Principles of Political Economy, Vol. II, 
p. 320. 
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sical explanation of the effect of imported, or exported, gold on 
prices : 

It seems necessary, at any rate, to abandon the idea of a fall in general 
prices abroad ; for even supposing the new export is at first paid for in gold, 
the contraction of the world's currency would be relatively small compared 
with the increase in that of England. 

But will general prices rise in England until some old exports become too 
dear ? This supposition seems similarly, if not equally extravagant ; for the 
gold sent on balance will find its way into the banking reserves, and, as Mill 
himself allows, will so far not affect prices directly. 1 

Again general prices in England cannot rise above the general level of 
gold prices in the commercial world — after allowing for ^«arf-permanent 
causes of difference. But on Mill's view a rise in English prices sufficient to 
check exports and to increase imports would apply to the range of both, and 
for the trade to continue this change in price must be considered perma- 
nent 

The notion that a new export can be obtained continuously only by an 
operation on the general levels of prices of one country and the rest of the 
world is suggestive of the primeval simplicity in which roast pig can only be 
obtained by a continuous series of conflagrations. 2 

4. Irrespective of any previous argument as to the sound- 
ness of the quantity-theory, sufficient reasons have been already 
mentioned to discredit its adequacy to explain the movement of 
exports and imports in international trade. No statistical evi- 
dence, in addition, can be adduced to show that prices are, or 
have been, raised or lowered by the importation or exportation 
of gold into or from a country. To say that prices in general 
will fall in the United States today if gold is exported — that 
imports will thereby be increased, and exports decreased — does 
not explain the facts of our exports and imports ; nor is the move- 
ment of gold governed by any such rules as has been indicated 
in the classical theory. The movement of general prices in the 
United States is, and has been, quite independent of the impor- 

1 Is not Mr. Nicholson at variance here with his beliefs elsewhere stated {Mone- 
tary Problems, pp. 73, 146) that prices are influenced through the quantity of bank 
reserves, because, as he says, credit "raises prices just as' : much as when ready money 
is offered " ? 

'Nicholson, Political Economy, Vol. II, pp. 288, 289. 
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tation or exportation of gold. Of course it may be said that 
gold forms only a part of our media of exchange ; but that does 
not help the case of the quantity-theory; for if we have the gold 
standard, and if gold-prices are unaffected by changes in the 
media of exchange, what then has become of the theory? 

The most casual examination of statistics will show that the 
exportation and importation of our standard money-metal has 
had no appreciable effect on the movement of exports and 
imports of goods. Indeed, one feels compelled to apologize for 
introducing any evidence on this point. In the case of our trade 
from 1872 to 1880, gold was not the standard, hence the export 
and import of gold as merchandise could have had no impor- 
tance; nor do the changes in the volume of the "currency" 
seem to explain the fall of prices : 
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But passing to a period in which there was a succession of 
imports of gold over exports, while gold was the actual standard 
(after January 1, 1879), it would be expected that the addition 
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of gold should have so raised prices in general that our exports 
should have diminished, and our imports increased. The revival 
of prosperity would alone on a sensible theory account for the 
imports ; but instead of diminished exports there was an increase. 
Taking another period in which there was a succession of 
exports of gold, one would expect to see, according to the 
classical theory, such a general fall of prices as should cause an 
increase of exports, and a diminution of imports, of merchandise. 
In fact, the exports of 1895 an ^ ^96 are no greater than those 
of 1890 and 1 89 1 ; while the imports have apparently not 
diminished. The panic of 1893 would alone account for the 
shrinkage of imports in 1894 and 1895. 
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Such figures, however, are unsatisfactory, because there are 
many influences at work to affect the amount of our exports and 
imports of goods other than the international movement of gold. 
But, at least, they show that there is no response in the actual 
facts of the day to the attempt to apply the classical theory. 
There are, of course, very good reasons for this in the develop- 
ment of our resources, in the cheapening of our goods, the ship- 
ment of securities, the payment of ocean freights, the expendi- 
ture of travelers, and the items of the general financial account. 
Hence, no legitimate conclusion can be drawn from a table of 
merchandise movements alone. 



5. Without further delay, it may now be permitted to pass 
to a statement of what seems, in my judgment, to be the true 

• To 1891 from the Aldrich Report; after 1891 from Falkner's Table in the Bul- 
letin of the Department of Labor, p. 263. 
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relation between prices and the international movement of gold. 

The essential truth in international trade is the well recog- 
nized fact that imports are paid for by exports ; in this sphere, 
it is well understood that goods are exchanged against goods, 
and that the medium of exchange is merely a subsidiary agency 
devised for the convenience of the traders. In this respect, the 
character of international exchange does not differ from that of 
the great body of domestic transactions. In the case of the 
vast quantity of goods transferred by the deposit currency within 
a country, the essence of the operation is an exchange of goods 
against goods expressed in terms of gold by a medium of 
exchange which (under normal credit) has no influence upon the 
general prices of these goods ; in the case of a trade between for- 
eign countries, the essence of the operation is an exchange of 
goods against goods, also expressed in terms of a given weight of 
gold, and the medium of exchange employed has likewise no influ- 
ence upon the general prices of the goods. But in the latter case, 
as a necessary result of the nature of the trade, since it is carried 
on over considerable distances instead of within a given financial 
center, the medium of exchange employed is the bill of exchange, 
instead of the check and deposit system. Distance — or the 
conditions known as "international" — create a reason for the 
use of the bill of exchange, which differs in form and practical 
operation, but not in essence, from such a medium as a deposit- 
currency. Therefore, the influence of each on prices in two 
different fields of exchange is essentially the same. 

In neither case is there any necessity for passing the actual 
standard metal as a medium of exchange in any one sale, or 
even for great masses of transactions. To an American house, 
its exports are credits, while the goods it imports are debits ; 
and to the great body of our people, our exports of goods are 
credits offset against our imports which are debits. Gold may 
be required only in settling balances ; but, as we shall see, not 
even the balances need be paid in gold. The same words might 
be used of goods bought and sold by the deposit-currency. In the 
field of foreign trade, it must, therefore, be evident to the most 
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superficial observer that the goods passing to and fro — or the 
money-work in — do not form a demand for all the "money" 
offered for the goods (after the way of the quantity theory) ; 
although supposedly paid for in each case by an order on "money ," 
the real payment for our exports is found in our imports. The 
money is not usually, or often, passed, even though each trader, 
on the face of things, sells or buys for " money," and his goods 
are expressed in terms of " money." 

Through the use of bills of exchange it is not necessary that 
the international accounts should evenly balance at any given 
time ; for a balance in favor of one house, or one country, may 
soon be changed into a balance in favor of the other. If A in 
London receives a cargo of wheat valued at $10,000 from B in 
New York, later A may be sending to B machinery valued at 
$12,000; then a balance of $2,000 is due to A. But, meanwhile, 
B may have sent a cargo of raw cotton to A worth $50,000 ; 
then the balance is reversed. In such a trade as this, specie is 
not sent back and forth for each shipment ; the whole account 
is kept open and continued. The practical means of accom- 
plishing this is by means of bills of exchange. For the first 
item, B has the right to draw on A for $10,000 in London ; but 
when he received the $12,000 of machinery from A, B can assign 
to A the $10,000 coming to him in London as part payment 
(thus owing only the balance of $2,000). This assignment, 
when put into words, is a bill of exchange : it directs the buyer 
of the wheat (whoever he may be) to pay $10,000 (or its equiva- 
lent in English gold) to A (or to any name, as the case may be), 
and charge it as an offset against B's debt to A. By this old 
and simple device, a part of the evolution by which the valuable 
standard metal has been saved from risk as a medium of 
exchange, gold is not sent across the Atlantic. 1 

Foreign trade is, of course, not carried on only between two 
persons in London and New York, nor only between the United 
States and England, but between a great number of houses in 

' Of course, the same general process obtains in settling accounts between cities 
within the same country, such as New York and Chicago, or New York and New 
Orleans. 
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the United States and houses in all parts of the world. The 
accounting, however, remains the same. The transactions of 
the many houses in London trading with the many in New 
York are all balanced against each other through the insti- 
tutions that deal in bills of exchange. So, of all the trade 
between the United States and Great Britain ; or between the 
United States and any other nation. Finally, through com- 
mon financial centers, such as London, the claims of buyers 
and sellers of good repute in various nations are offset against 
each other. Therefore, so far as the merchandise account is 
concerned, it is evident that the existence of a balance is the 
consequence of the difference in the value of exports and 
imports ; and since only the balances need, under any circum- 
stances, be transmitted in gold, it becomes perfectly clear that 
the movement of gold is a result, not the cause, of the move- 
ment of goods in international trade. While this is but a 
simple statement of patent facts, it is to be observed that this 
is not the sequence of events set down in the quantity-theory, 
since that theory teaches that goods move after the change in 
the quantity of the circulation within a country has affected 
prices. 

6. The movement of goods to and from a country, moreover, 
is due to influences affecting particular prices of goods, and not 
to those affecting general prices. In the subjoined diagram, on 
a scale of prices expressed in gold on the perpendicular line, let 
the broken lines indicate the general level of prices in England 
and the United States (leaving out cost of carriage for conven- 
ience). The commodities, A, B, C, and E have the same prices 
in both countries, and are therefore not traded in ; but suppose 
that commodity D has for a time a price in gold of 3 in England 
(based on relative expenses of production to other English 
goods), while in the United States it bears a price in gold of 6 
(having high expenses of production relatively to other Ameri- 
can goods) . Hence, commodity D will be exported to the United 
States. Similarly, in the United States, suppose commodity F 
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bears a price in gold of 4 (due to relatively less expenses of 
production than other American goods) , while in England it 
bears a price of 7 (relatively to other English goods). Then, 
commodity F can be exported from the United States to Eng- 
land ; and a trade can go on between the two countries in D 
and F. 

If gold is sent at all, it is sent to pay for balances. The 
originating cause of the exports in both countries was a valuation 
in gold of goods relatively to each other (based in general on 
relative expenses of production, and demand and supply, within 
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each country). The cause of the international movement of 
goods was the difference in comparative costs as expressed in 
comparative prices (within each country) ; while the exact 
reverse was going on in the other of the two countries, so that 
a direct comparison of prices between the two countries allowed 
a profit on the trade. The shipment of gold, if any, was a 
consequence, not a cause, of the trade ; and the prices giving 
rise to the trade were not due to the movement of the gold. 

If a general fall of prices took place in England due to a 
change in the world's value of gold, they would fall similarly in 
the United States, and for the same reasons ; relative prices in 
each country would remain exactly the same (unless the change, 
in some manner, altered relative expenses of production), and 
there would be no reason for any new exports or new 
imports. 

Evidently, the classical theory counted on a change of all 
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prices in England in such a manner that the English level would 
be, for a time, higher or lower than the general level in the 
United States, and would, in this manner, occasion new exports, 
or new imports. This position, then, is based on the idea that 
gold can have a different value in one country than it has in 
another country ; and that this difference is sufficient to cause 
a change in general prices. If prices in general fell one-half in 
England, and if they remained unchanged in the United States, 
there would be no profit in sending commodity B, for example, 
to America, if the return cargo was in goods (such as A). 1 Of 
course, if England will take no goods, but demands gold, Eng- 
land will gain the difference in price between the two countries. 

In such a case, an enormous premium would exist on ship- 
ments only from England to the United States, and it would 
wholly stop all goods from leaving the United States for Eng- 
land. Such an extreme case shows how absurd it must be to 
reason on the supposition that gold prices can maintain a differ- 
ent level in different countries (cost of transportation and ordi- 
nary profit apart). The whole business world on both continents 
is always and actively at work to prevent any appreciable 
differences in the level of gold prices between commercial 
nations. A rise of price of any commodity due to local causes 
(such as deficient harvests, war, etc.) is instantly met by impor- 
tations from other countries ; indeed the actual event is more 
often discounted by shipments of goods. 

A century or so ago, or even among existing nations having no 
rapid communication with commercial countries (if there are any 
such), perhaps prices might, unknown to traders, remain at differ- 
ent levels in different countries. In that case, if gold were also 
the sole medium of exchange, and if there were no free coinage, 
then possibly the level of prices might be raised or lowered in 
these detached and remote nations by the addition or subtraction 
of gold in international trade. But that would throw no light 

1 That is, 100 B formerly priced at 480, is now 240 ; and A is now one-half of 55°> 
or 275. Carry 100 B to America where it sells for 480, and it would buy there only 
Jf of A, or about 85. Take this 85 back to England where it will be worth only 
233-75, or less than 240, the price of the 100 B, which was exported. 
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on our problem of today. That money which is the standard is 
little used among us as the actual medium of exchange ; and in 
these days the movement of the standard metal from place to 
place, does not necessarily change its world value ; its going in or 
out of a country may not practically touch the usual media of 
exchange (other than gold) by which goods within any country 
are transferred. So that, if gold were to move from one country 
to another, it does not follow that prices would be affected ; 
certainly not, if prices must depend (as in the quantity-theory) 
on the quantity of the media of exchange. 

Finally, it is not conceivable that a different level of gold prices 
(supposing such a thing possible) in two modern commercial 
countries would be brought to a common level by the move- 
ment of gold from the place of high to the place of low 
prices. Between trading countries, as between different parts of 
the same country, the exceedingly keen competition of merchants 
in the leading centers would send the goods themselves to the 
spot where high prices existed, and by a quick increase of the 
supply of goods they will reduce prices in the country whose 
level was artificially high. A situation in which it is found that 
only gold can be exported is almost inconceivable; for prices 
would at once fall by competition of goods with goods to a nor- 
mal international level (allowing for differences due to cost of 
carriage, etc.) and there would be no profit in sending gold. In 
fact, in any reasonable case, an analysis inevitably brings us back 
to the exchange of goods against goods as the normal condition 
of all trade. 

7. Thus far the discussion of the movement of gold and 
its effect on prices has proceeded on the supposition that exports 
and imports consisted only of merchandise. In actual fact, there 
never is any equilibrium in any country between the exports and 
imports of goods. Goods are not the only things of value 
exported and imported, which are used as credits and debits in 
international accounting. Securities, private and public, are 
constantly being sent to and from the United States and Europe 
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in enormous sums. These securities form the basis of bills of 
exchange exactly as if goods were shipped. Hence a large 
excess of exports from the United States may be covered by an 
unknown shipment of securities from Europe to us ; and, by the 
bills of exchange the claims are offset so that no gold may be 
sent either way. In this case again, the movement of gold 
depends upon the previous movement of goods and securities. 
It is not the transmission of gold which first starts the exports 
or imports either of goods or securities. 

Besides securities, the sums due by Americans for freights, 
the amounts to be paid on travelers' letters of credit, are offsets 
against our exports in all forms ; and if we lend to foreigners, 
or buy their securities, we may be drawing only against the 
credits due us from our exports of goods. All our exports of 
goods plus our exports of securities or any form of obligations 
due to us, on the one hand, are to be offset against all our 
imports of goods, plus our imports of securities, etc., before it 
can be ascertained whether a balance of gold is due to or from 
us ; and even then, the actual balances may not be sent in gold. 
So that the effect of a movement of gold upon prices in these 
days is practically nil. In fact, it has become clear, by the logic 
of events, that the shipments of gold between commercial 
countries has little or nothing to do with the level of prices of 
merchandise in any country. 

8. The reason why even balances in favor of a country may 
not be paid in gold is due to the possibility of investing those 
balances at a higher rate of interest in a foreign country than 
can be obtained at home. The relative rates of interest have an 
influence even wider than that upon the movement of balances. 
It is the rate of interest upon sound international securities, as 
well as the rate in the loan market, which determines whether 
credits due, for instance, to the United States shall be left abroad 
or brought home in the form of goods or specie. The general 
accounting in foreign trade must include the operations of loans, 
and the movement of capital for investment from one country 
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to another. Indeed, the rate of interest is behind the move- 
ment of securities mentioned above. The purchase of securities 
is, of course, one form of investing capital. Therefore, in 
determining the causes affecting prices and the movement of 
gold in international trade, it must be kept in mind that the 
relative rates of interest in the trading countries will influence 
the passage of loanable capital to and fro, thereby acting as a 
factor in adjusting merchandise credits and debits, and seriously 
affecting the transmisson of gold. Instead of gold being the 
originating cause of new exports and imports, as once generally 
held, it is the very last thing to move ; and even then merchan- 
dise balances may be entirely reversed by changes in the rates 
of interest in New York or London which will cause capital to 
flow from the creditor to the debtor country. The recognition 
of the force exerted by the rate of interest on the movement of 
loanable capital gives the final coup de grace to the old theory, 
which based its change of general prices upon the international 
movement of specie. The order of events is quite the other 
way : relative prices cause exports and imports of goods ; and the 
shipment of gold is not made to cover balances of merchandise. 
If gold moves, it goes not merely because of the account in 
goods and securities, but of the investment of international capi- 
tal. What Mr. Mill saw dimly in his day is now well understood. 1 
In the seven years, 1894-19OO, the total excess of our 
exports over imports of goods was #2,391.7 millions; 2 and yet, 

1 It is a fact now beginning to be recognised that the passage of the precious 
metals from country to country is determined much more than was formerly supposed 
by the state of the loan market in different countries, and much less by the state of 
prices. — B. Ill, chap, viii, § 4. 
' (00,000 omitted.) 
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in the first three years, we also exported $1 1 3.4 millions of gold. 1 
In 1897-99 we imported $200.9 millions of gold. We had 
sold goods and securities for which other countries must pay 
us ; they had bought of us more goods than we had bought of 
them. We had the choice of realizing on our foreign credit 
either in goods, securities, or gold. The reason why some gold 
was shipped to us in 1897-99 was that at the prices set by for- 
eigners on their goods and securities we did not care to pur- 
chase more than we did; and the balance was paid in gold. If 
foreigners had offered their securities (or American securities 
held by foreign investors) cheaper, that is, if they had been 
ready to pay a higher rate of interest, our investors might have 
bought more securities abroad. In this way it would have been 
decided by us to leave in Europe on interest balances due us, 
instead of asking for gold. On the other side, foreigners pre- 
ferred to send us the gold rather than to pay the rates we 
exacted in bargaining for goods, or investments. Our excess of 
credits over debits allowed us to buy foreign goods, securities, 
or gold, according to our preferences ; and we preferred gold. 
In other years we evidently chose differently. 

The rate of interest at home and abroad, moreover, acts to 
regulate the flow of gold before it can appear to an excess in 
the reserves of banks. The imported gold first passes into the 
banks, we will say, of New York. The former proportion of 
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reserves to immediate liabilities is altered ; and if the banks 
wish to make use of the new gold as reserves they must increase 
their loans, probably by lowering the rate of discount. On the 
other hand, in the foreign banks from which the gold came (say 
London) the efflux of gold may have raised their rate of interest, 
for exactly opposite reasons. If the London rate of interest 
rose, securities bearing a fixed rate of interest would, of course, 
tend to fall. In due course of time American investors would 
find that low rates of interest and high prices of securities in 
New York were contrasted with high rates of interest and low 
prices of securities in London. There would thus arise among 
Americans having foreign credits a tendency to increase loans, 
or buy securities, in London ; and an equilibrium between credits 
and debits would be brought about without a further movement 
of gold. 1 In this fashion the banking and business public of 
the United States would discover how much gold was needed, 
and when that amount was reached, at any particular moment, 
the flow of gold to this country would cease automatically. 
By the same machinery another country, like England, might 
obtain an increased supply of gold when needed. 

Between great financial centers, such as Paris, Berlin, London, 
and New York, a distribution of capital is constantly going on 
through the machinery provided by the loan market and the 
rate of interest, as already described. 

Granting an agreement to transmit a large capital, does it go 
in the form of goods, securities or gold ? The actual process 

'After writing the above, 1 found the following statement in the financial corre- 
spondence from London (New York Evening Post, August 29, 1901): 

As for America, it is now believed in London that the ordinary trade balances 
in your favor this autumn will be again very large. 

But as to a heavy gold movement in your direction, there is a good deal of uncer- 
tainty. It must not be overlooked that the increasing aggressiveness of American 
capitalists in our industries points to the probability of increased floating balances held 
for your credit here. As between this influence and the actual credits on merchandise 
account, the New York money market may be the deciding influence. Therefore the 
course of your money rates is being watched more closely even than the monthly 
export balances. If money at New York remains at its present easy figures, it is the 
rather general belief that you will not take gold. 
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may be seen by the following illustrations: (A) Suppose the 
capital is to be moved from London to New York. If the mer- 
chandise account is such as to give an excess of claims on gold in 
New York to London ; that is, if American imports have exceeded 
American exports, there is an urgent demand in New York for 
bills on London, the price of exchange has risen nearly to 
the gold exporting point; — then the capital going to New 
York for investment is sent by transfering to New York 
London's claims on gold in New York through bills of exchange. 
The operation is that of simply leaving in New York the gold 
which would otherwise have been shipped to London. (B) Again, 
suppose the capital is to be moved from New York to London. 
If the merchandise account is such as to give to New York an 
excess of claims on gold in London ; that is, if American exports 
exceed the imports, in New York the supply of bills on London 
is large, exchange is low, or near the gold importing point; — 
then, New York transfers the capital to London through bills of 
exchange by simply leaving in London the gold it would other- 
wise have withdrawn. (C) If the capital were to be moved 
from London to New York, and if New York still had an excess 
of claims on London, as in the last case, London would be obliged 
to meet not only its trade debit but also that for the capital to 
be transmitted. This would probably be met by an exportation 
of gold from England to the United States over a considerable 
period of time, until the obligations were canceled. 

The movement of capital, then, in the form of loans or securi- 
ties, only adds a factor in the general financial account to those 
already there which are together working to decide whether gold 
shall be sent or not. 

Gold, consequently, may be sent to cover a simple trade bal- 
ance. Or, when capital moves, in obedience to the rate of inter- 
est, for investment, it affects the financial account (including 
credits and debits not only for goods, but for all financial opera- 
tions), and gold will be sent according to the final outcome of the 
account. Gold does not move in any such way as to produce a 
general change of prices. 
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9. It may be said 1 that, instead of affecting prices through 
actually entering the circulation, an influx of gold, in the modern 
banking system, would affect prices through raising bank 
reserves, and expanding the purchasing power which is offered 
for goods. To this it may be replied that, in legitimate bank- 
ing, loans are made because of satisfactory collateral or actual 
transfers of goods, and not merely because reserves are high. 
To be sure, if reserves rise more loans are possible and rates of 
interest will fall ; but merely because a bank can loan, it does not 
follow that it does loan. Loans are the evidences of transactions 
in property and goods; and only enough reserves are kept to 
properly and economically transfer these goods and property, 
under the penalty that, if the bank errs in valuing the security, 
the bank loses. If gold is pouring in beyond the needs of bank- 
ing safety, the banks get rid of it, just as of any other asset which 
does not pay a return. If not needed in the reserves, to which 
it first flows, it goes into the arts (when not wanted for coins) . 
The imported gold first passes into the banks, and only as much 
as is needed for legitimate business is retained. Gold in excess 
of business needs, it must be remembered, is a non-interest-bear- 
ing asset. 

The existing stock of gold (about $9, 000, 000, 000 or $10,000,- 
000,000, of which less than $5,000,000,000 are used in the 
monetary system of the world) is now so large that no restric- 
tions on legitimate bank discounts can be assigned to the world's 
scanty supply of gold for reserves. When the war in the Trans- 
vaal broke out in 1899, it was supposed by some that the sup- 
plies of gold for the reserves of European banks would be 
curtailed. Two years later the American reserves had increased 
by $150,000,000; those of the Bank of England by $18,000,- 

1 If a country finds its banking reserve getting low, it seeks to "correct " the 
exchanges by raising the rate of discount. This relative rise attracts gold directly 
and indirectly tends to lower prices by checking advances, and thus, so far stimulates 
exports and diminishes imports. It is, by its effects on the banking reserves, that the 
passage of gold from one country to another has its principal influence on foreign 
trade — and it is only considerable in exceptional circumstances.— Nicholson, Polit- 
ical Economy, Vol. 11, p. 292. 
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000 ; the Bank of France by $ 100,000,000 ; the Bank of Austria- 
Hungary by $43,000,000. The Bank of Russia, for special 
reasons, alone had lost gold. This outcome was not surprising. 
The explanation is to be found in the vast supply of gold not 
employed in the known circulation of all countries (nor in the 
arts) , and held by institutions, or financial houses, not obliged 
to make public reports of their holdings of gold. 

io. The rate of interest, the quantity of bank reserves, the 
price of exchange, merely form the present-day machinery by 
which gold is distributed throughout the commercial world to 
each country in the proportion of its needs of all kinds (mone- 
tary and non-monetary) . The movement of gold follows, and 
does not precede the events which determine the course of inter- 
national trade; 1 and hence it does not, in fact, raise or lower 
general prices, so that new exports and imports appear to restore 
equilibrium. 

This ebb and flow of gold from one country to another does 
not affect the fundamental forces regulating the prices of prod- 
ucts. In all cases, gold prices can be changed only by chang- 
ing the relative values of goods and gold. A change in prices 
from causes affecting gold itself can take place only through 
such events as may alter its value throughout the world (by 
changes in the world's supply of, or the world's demand for, gold). 
A mere rearrangement of the existing stock of gold by transfer 
from one place of storage to another, would not, unless accom- 
panied by a greater total demand than before, be sufficient to 
change the world-value of gold. If no increased amount of 
gold is needed in the annual transfers of goods in international 
trade, the shifting back and forth in payment of balances would 
not raise its value ; that would follow only from a totally larger 
demand for such trade uses, as compared with the world's 
supply. The arrival of a gold balance in any one commercial 

' The amount of gold sent by way of balance depends on the excess of the exports 
over the imports, and thus follows, and does not determine, the course of trade. — 
Nicholson, ibid., Vol. II, p. 292. 
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country no more lowers the world value of gold in the markets 
of that country than would the price of the existing supply of 
wheat be lowered if one of the places of storing wheat should 
be changed from Chicago to Buffalo ; for, if the existing 
demand for wheat and the existing supply of wheat remain 
unchanged, it is only a matter of convenience where it is stored. 
If the quantity of gold in a country be increased, without chang- 
ing its world demand and supply, it would not produce any 
effect on the value of gold; it would not affect the value of the 
standard in which prices are expressed, and hence it would not 
modify the general price-level in that country. 

Moreover, as clearly proven by the experience of England 
and the United States, the media of exchange by which goods 
are actually transferred within a country demand little, if any, 
gold, except for banking reserves. The fact is, that the volume 
of the media of exchange necessarily increases as the trans- 
actions out of which they arise increase ; and it is equally true 
that great variations in the volume of the media of exchange may 
take place without producing any perceptible effect on the 
quantity of the standard money-metal used in domestic, or for- 
eign, trade. But, on the other hand, the process of valuing goods 
in terms of gold does not in itself require more of the standard- 
metal. Unless changes in the volume of the " circulation " in any 
one country are such as to produce an effect on the world's value 
of the metal in which prices in the great trading nations are 
expressed, it is inconceivable that the level of prices in any one 
country should be changed. 1 

12. It might be said, however, that there could be a tempo- 
rary change in the value of gold in one country, due to violent 
trade convulsions, which did not extend to other countries; and 
that the value of gold would be different for a time in that 
country from its world value. If so, prices would be for a period 

■The same general principles regulating the movement of gold and the level of 
prices between different countries apply equally to the movement of money and prices 
between different parts of the same country. 
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depressed, and gold would be imported to restore the equilib- 
rium. Could there be a temporary scarcity of gold in one 
country? A case in point may be cited, in the history of the 
panic of 1893 in the United States, when there existed what was 
called a " money famine," and when gold was imported. 

Such a situation would, even before the event, show itself in 
the rate of interest, and gold could be imported within a week. 
Granting the temporary scarcity of gold in such an emergency, 
the time could not be long enough before importation of gold 
to lower the general level of prices ; it would be found usually 
that prices had fallen before the money-famine disclosed itself. 
This exceptionally high value set on gold was due to temporary 
business and banking conditions, and to the liquidation of obli- 
gations. In this case, the sudden demand for gold was disasso- 
ciated from the movement of prices ; the increased estimate put 
on gold in a panic could not have been the cause of a previous 
fall of prices. 

To be sure, a fictitious rise of prices due to abnormal credit 
might temporarily give to gold a lower value within a country 
than it possessed elsewhere in the world ; but these conditions 
bring their own overturn in such a vengeful fashion as to show 
that it is at variance with the natural principles of price-making. 
Such a rise of prices is not due to an increased quantity of the 
standard metal, but to the fiction of abnormal credit, or over- 
trading. 

J. Laurence Laughlin. 
The University of Chicago. 



